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SUBJECT: Exenpt Corporations/Adds Credit Unions

SUMVARY OF BILL

This bill would allow state-chartered credit unions to qualify for exenption from
franchi se or incone tax under the Bank and Corporation Tax Law (B&CTL) and al so
woul d exenpt all credit unions fromother state, county and municipal taxes and
license fees, except certain specified taxes.

SUMVARY OF AMENDMENT

The August 26, 1998, anendnent made a m nor technical change to terns.

The August 25, 1998, anendnent rempoved the prior provisions of the bill relating
to atax credit for vehicle license fees and inserted the provisions discussed in
this anal ysis.

EFFECTI VE DATE

This bill’s provisions would apply to incone years beginning on or after January
1, 1998.
BACKGROUND

CREDI T UNI ONS

Credit unions are defined under the California Financial Code as a cooperative,
organi zed for the purposes of (1) pronoting thrift and savings anong its nenbers,
(2) creating a source of credit for their nenbers at rates of interest set by the
board of directors, and (3) providing an opportunity for nenbers to use and
control their own noney on a denocratic basis in order to inprove their econonic
and social conditions. As a cooperative, a credit union conducts its business
for the mutual benefit and general welfare of its nmenbers with the earnings,

savi ngs, benefits, or services of the credit union being distributed to its
menbers as patrons.

To qualify as a state-chartered credit union, the organization nmust neet certain
statutory requirenents and nust apply for and receive a certification fromthe
Cali fornia Commi ssioner of Corporations.

Under federal law, a federally-chartered credit union is a cooperative
associ ati on organi zed under the Federal Credit Union Act and granted a
certificate of status by the National Credit Union Adm nistration(NCUA).
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A federally-chartered credit union generally is not taxable by states, except for
taxes on real property and tangi ble personal property.

EXEMPT ORGANI ZATI ONS

The California Corporations Code governs the formation of corporations in
California. A corporation may be incorporated as a “for profit” corporation or a
“nonprofit” corporation. “For profit” corporations do not qualify for tax-exenpt
status. California nonprofit corporations are either public benefit

corporations, nutual benefit corporations or religious corporations. Nonprofit
corporations are not automatically exenpt fromtaxation. A nonprofit corporation
must apply for tax-exenpt status with the FTB and receive a determ nation
exenpting the organi zation fromstate tax. A tax-exenpt corporation incurs a tax
liability on its taxable business income unrelated to its exenpt purpose.

Federally chartered credit unions are generally not taxable under federal or
state |law by operation of the Federal Credit Union Act. Federal |aw also

provi des exenption fromthe federal incone tax for nonprofit organizations that
meet certain criteria. |If an organization fails to neet those criteria, the
Internal Revenue Service (IRS) may deny exenpt status or may revoke the exenpt
status of an organi zation which no longer neets the criteria. Federal credit
unions currently are eligible for federal tax-exenpt status.

SPECI FI C FI NDI NGS

Under current |aw a state-chartered credit union is considered in substantial
conmpetition with national banks and is classified as a financial corporation for
state tax purposes and is subject to the franchise tax. However, since credit
uni ons are operated on a cooperative basis, they are all owed a deduction for all
the income resulting fromor arising out of business activities with their
menbers, as defined, or on a nonprofit basis w th nonmenbers.

Current | aw defines “surplus nmenber savings capital” as the savings capital of a
credit union in excess of the savings capital which is lent to nenbers of the
credit union. Inconme frompermtted investnents of surplus nenber savings
capital and fromreciprocal transactions with nmenber credit unions constitutes
incone “for or with nmenbers” and is deductible fromtaxable inconme. Renaining

i nvestnent income is subject to taxation.

While state chartered credit unions are subject to the franchise tax for state
purposes, no minimmtax is inposed (unlike other corporations which nust pay a
m ni num franchi se tax of $800, regardl ess of incone or loss). As a financial
corporation, credit unions are subject to the tax rate inposed on banks and ot her
financial corporations, currently set at the franchise tax rate plus 2%

Under both state and federal |aw tax-exenpt organizations are taxable on their
“unrel at ed busi ness taxable inconme” (UBTI). UBTI is the gross incone derived
fromany trade or business unrelated to the organi zation’s tax-exenpt purpose
| ess directly connected al |l owabl e deductions. |In addition, income that is
attributable to property acquired through debt financing constitutes UBTI, as
does certain advertising and insurance incone.
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SB 1873 woul d exenpt state-chartered credit unions fromthe inconme or franchise
tax, (including the in-lieu rate) under the B&CTL and al so woul d exenpt all
credit unions fromother state, county and nunici pal taxes and |license fees,
except certain specified taxes such as sal es and use taxes, taxes on unrel ated
busi ness i ncone, and notor vehicle license fees. Thus, under this bill, state-
chartered credit unions would be exenpt fromthe income and franchi se taxes
(including the in-lieu rate), and county and rmnunici pal taxes and |icense fees,
but woul d be subject to tax on UBTI. However, income earned on investnments of
surpl us nmenber savings capital generally would not be subject to tax on UBTI
because it is not debt-financed incone.

Pol i cy Consi derati ons

This bill would place state credit unions on a nore equal footing with
federal credit unions, which generally are exenpt fromstate tax.

Credit unions are financial organizations that conpete with other types of
financial organization (e.g., banks, saving and | oan organi zations, thrift
associ ations, etc.), which are subject to California tax. By exenpting
credit unions fromfranchise tax and incone tax, this bill would provide
different tax treatnment for various financial organizations.

| npl enent ati on Consi derati ons

I mpl ementation of this bill would not significantly inpact the departnent’s
prograns and operations.

Techni cal Consi deration

This bill fails to repeal provisions in Section 24405 dealing with credit
unions. The author’s intention for retaining these provisions is unclear
and could lead to disputes as to applicable | aw

On the other hand, this bill would exenpt credit unions froma variety of
unidentified taxes, which would be referenced in the B&CTL even though these
taxes are not administered by the Franchi se Tax Board. These exenptions
woul d be nore properly | ocated under other provisions of state |aw

FI SCAL | MPACT

Depart nental Costs

This bill would have a mnor inpact on the departnent’s cost of operation.

Tax Revenue Esti mate

This bill would result in estimted revenue | osses under the B&CTL as shown
in the table bel ow

Esti mat ed Revenue | npact of SB 1873
As Amended 8/25/98
[$ In MIlions]
1998-99 1999- 00 2000-01
($1) ($1) ($1)
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The bill would be effective incone years beginning on or after January 1
1998.

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncone, or gross state product that could result fromthis measure.

Tax Revenue Di scussion

The revenue inpact of this bill would be determ ned by the reduction in
sel f-assessed and audit assessed franchise taxes (including those
attributable to the in-lieu rate) paid by state-chartered credit unions.

The estimate is based on state tax return data. For nearly all state-
chartered credit unions, self-assessed taxes and any additional taxes

assessed through audit were summed. For the 1993 incone year, the tax
total ed $750, 000.

As exenpt organi zations under this proposal, credit unions would be subject
to unrel ated business incone tax (UBIT). However, it is unlikely credit
uni ons woul d have any significant unrel ated busi ness inconme. Any tax
revenue that mght be derived fromUBIT is unknown but woul d be very m nor

POSI T1 ON

Pendi ng.



